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INTRODUCTION 

Montana  is  one  of  the  few  remaining  states  that  does 
not  impose  a  retail  sales  tax.   Only  four  other  states 
do  not  have  a  general  sales  tax:  Alaska,  Delaware,  New 
Hampshire,  and  Oregon.   In  1985,  Oregon  attempted  to 
institute  a  sales  tax,  but  the  measure  was  defeated  at 
the  polls  by  a  margin  of  nearly  four  to  one  (State 
Legislatures,  November-December  1985).   The  measure  was 
again  defeated  in  1986  by  about  the  same  margin  (Oregon 
Secretary  of  State,  Blue  Book,  Eugene,  Oregon,  1988). 

During  the  1987  legislative  session,  Montana  considered 
a  number  of  sales  tax  proposals.   One,  House  Bill  No. 
377,  had  some  bipartisan  support  but  was  ultimately 
rejected.   Most  recently,  the  results  of  the  1988  state 
primary  election  have  convinced  many  political 
observers  that  the  sales  tax  is,  at  least  for  now,  a 
dead  issue  in  Montana. 

Revenue  constraints  and  expenditure  requirements, 
however,  both  at  the  state  and  local  level,  may  cause 
the  1989  Legislature  to  consider  the  sales  tax  as  an 
option  to  supplement  general  fund  revenues  or  to 
provide  property  tax  relief,  or  both. 

The  purpose  of  this  report  is  to  describe  the  tax  base 
that  would  be  associated  with  a  general  retail  sales 
tax  and  to  evaluate  the  revenue  potential  from  such  a 
tax.   Information  is  presented  by  industrial  sector  in 
accordance  with  the  Standard  Industrial  Classification 
system,  which  is  a  taxonomic  description  of  the 
economic  organization  within  the  state. 

The  first  section  of  this  report  discusses  the 
classification  system  in  order  to  establish  the 


framework  by  which  estimates  of  gross  sales  and  taxable 
sales  may  be  made. 

An  awareness  of  the  economic  organization  in  the  state 
is  important  to  the  understanding  that  a  sales  tax, 
whether  broadly  or  narrowly  based,  applies  to  virtually 
every  sector  in  the  economy  because  a  "retail  sale"  can 
be  any  sale  in  which  the  buyer  does  not  intend  to 
resell  the  item  (or  service)  purchased.   This 
perspective  shows  the  source  of  sales  tax  revenue. 

The  second  section  analyzes  the  tax  base  and  provides 
estimates  of  potential  revenue  by  economic  sector  for 
calendar  years  1990  and  1991.   The  order  in  which  each 
sector  is  presented  depends  on  the  maximum  contribution 
to  tax  revenue  that  the  sector  might  provide.   Retail 
trade  is  the  largest  component  in  any  sales  tax 
structure  and  is  discussed  first,  while  agriculture  and 
government  are  the  least  significant  and  are  presented 
last. 

Where  applicable,  alternative  estimates  are  presented 
to  account  for  some  different  assumptions  (i.e., 
whether  it  is  a  broad-based  or  narrow-based  tax)  about 
the  taxability  of  goods  and  services.   In  some  cases, 
particularly  mining  and  manufacturing,  only  one 
estimate  is  provided.   Also  included  is  a  discussion  of 
the  limitations  of  the  estimates  by  sector. 

The  final  section  presents  a  summary  of  the  potential 
revenue  from  a  1  percent  sales  tax  based  on  the 
information  developed  in  the  previous  section. 
Separate  estimates  will  be  shown  for:   (1)  a  broad- 
based  tax  that  includes  most  goods  and  services;  (2)  a 
narrow-based  tax  that  primarily  taxes  goods  (exempting 
such  items  as  food  and  prescription  drugs)  but  that 


also  includes  some  services;  and  (3)  a  variation  of  the 
Senate  version  of  House  Bill  No.  377  (1987). 

STANDARD  INDUSTRIAL  CLASSIFICATION  SYSTEM 

Establishments  are  classified  into  industries  on  the 
basis  of  their  principal  product  or  activity 
(determined  by  annual  sales  volume)  in  accordance  with 
the  Standard  Industrial  Classification  Manual.   This 
manual  is  developed  by  the  U.S.  Office  of  Management 
and  Budget  in  cooperation  with  other  governmental 
agencies  and  industry  experts.* 

The  Standard  Industrial  Classification  system 
encompasses  the  national  economy  and  provides  data  on  a 
division  and  industry  code  basis,  according  to  the 
level  of  industrial  detail.   This  classification  system 
is  also  applicable  at  the  state  level. 

The  economy  is  divided  into  10  major  sectors.   These 
sectors  are: 

Agriculture 

Mining 

Contract  Construction 

Manufacturing 

Transportation,  Communications,  &  Public 
Utilities 

Wholesale  Trade 


'Revisions  are  made  when  significant  changes  in 
industrial  composition  occur.   The  latest  revision  was 
for  1987,  but  the  information  presented  in  this  report 
uses  the  1972  classification  system  because  most  of  the 
available  data  is  tied  to  the  1972  system. 


Retail  Trade 

Finance,  Insurance,  and  Real  Estate 

Services 

Government  -  Federal,  State,  Local 

Each  of  these  sectors  can  be  broken  down  into  major 
groups  that  may  be  further  divided  into  subgroups.   It 
is  with  the  major  groupings  that  the  Standard 
Industrial  Classification  (SIC)  codes  begin.   For 
example,  food  and  kindred  products  (SIC  code  20)  is  one 
of  the  major  groups  of  the  manufacturing  sector.   One 
of  the  ways  this  group  is  further  divided  is  into  meat 
products  (SIC  code  201)  and  meat  packing  plants  (SIC 
code  2011). 

SIC  codes  are  assigned  to  each  group  and  subgroup. 
These  numbers  indicate  the  level  of  detail  associated 
with  each  group. 

The  following  illustrates  how  each  industrial  division 
may  be  further  defined  by  group  or  subgroup. 

Agricultural 

07  Agricultural  services 
074  Veterinary  services 

Mining 

10  Metal  mining 

Contract  construction 
15  General  contractors 

Manufacturing 

24  Lumber  and  wood  products 

242  Saw  mills  and  planing  mills 


Transportation,  communications,  and  public  utilities 

49  Electric,  gas,  and  sanitary  services 

Wholesale  trade 

50  Wholesale  trade  durable  goods 

551  Motor  vehicles  and  automotive  equipment 

Retail  trade 

55  Automobile  dealers  and  service  stations 
551  New  and  used  car  dealers 

Finance,  Insurance,  and  Real  Estate 
60  Banking 

602  Commercial  and  stock  savings  banks 

Services 

73  Business  services  (2-digit  SIC  code) 

739  Miscellaneous  business  services  (3-digit  SIC  code) 
7392  Management  and  public  relations  (4-digit  SIC 
code) 

Government 

91  Federal 

92  State 

93  Local 

As  shown  under  the  services  sector,  a  convenient  way  to 
express  the  level  of  detail  of  a  particular  industry  is 
by  a  two-,  three-,  or  four-digit  SIC  code. 

The  purpose  of  the  above  illustration  is  to  focus 
attention  on  the  fact  that  a  general  sales  tax,  while 
usually  concentrated  in  three  or  four  major  divisions, 
may  actually  encompass  every  industrial  sector  within  a 
state's  economy. 


Table  1  shows  the  relative  contribution  of  each  sector 
to  sales  tax  collections  in  five  states:   Idaho,  New 
Mexico,  North  Dakota,  Washington,  and  Wyoming.   The 
information  is  presented  by  major  division  (or 
industrial  sector)  because  of  differences  in  reporting 
methods.   For  example,  Idaho  reports  sales  tax 
collections  by  division  to  the  three-digit  level; 
Washington  reports  collections  in  retail  trade  at  the 
three-digit  level  but  in  much  less  detail  for  other 
industries;  New  Mexico  reports  all  collections  at  the 
two-digit  level;  North  Dakota  and  Wyoming  generally 
show  collections  by  major  division. 

Retail  trade  is  the  largest  component  of  the  sales  tax 
in  all  five  states,  but  to  varying  degrees.   Retail 
trade  in  Idaho,  which  has  a  narrow-based  tax,  accounts 
for  around  70  percent  of  total  collections.   Because 
groceries  are  taxed  in  Idaho,  food  stores  make  up 
approximately  20  percent  of  collections.   New  Mexico, 
which  also  taxes  food,  receives  about  10  percent  from 
food  stores. 

The  services  sector  is  generally  the  next  major 
contributor.  (However,  in  Washington  services  are 
slightly  less  important  than  either  contract 
construction  or  wholesale  trade,  and  in  North  Dakota 
wholesale  trade  is  more  than  twice  as  important  as 
services.)   Other  than  retail  trade  and  services,  there 
are  no  general  similarities  by  sector  between  states 
for  tax  collections. 


New 

North 

Wash- 

Idaho* 

Mexico 

Dakota** 

ington 

Wyoming** 

0.4 

0.3 

NA 

NA 

0.3 

0.2 

3.6 

1.2 

NA 

5.3 

2.7 

11.5 

3.3 

13.6 

3.2 

5.4 

2.6 

5.0 

3.6 

3.5 

1.3 

11.4 

7.5 

4.1 

11.5 

Percentage  of  Sales  Tax  Collections  by  Industrial 
Sector  in  Selected  States — Fiscal  Year  1987 


Agriculture 

Mining 

Contract  Construction 

Manufacturing 

Transportation,  Communications, 
&  Public  Utilities 

Wholesale  Trade  4.6      5.2     20.1     13.2      8.8 

Retail  Trade 
Food  Stores 

Finance,  Insurance, 
&  Real  Estate 

Services 

Government 
Federal 
State 
Local 

Other 

Total  Collections  FY  1987 
(in  millions  of  dollars) 

*     Includes  use  tax  for  percentage  distribution  and  total  collections 
**    1985-1987  Biennium  for  percentage  distribution 
***    Includes  use  tax  for  percentage  distribution 

NA:     Not  available 

Source:   Percentage  distribution:   unpublished  state  sales  tax  reports 
Total  Collections:   U.S.  Bureau  of  Census,  State  Government 
Finances  in  1987,  1988. 

Note:   Percentage  detail  may  not  add  to  100  percent  due  to  rounding. 


70.7 

37.1 

53.9 

51.5 

55.8 

19.0 

10.0 

NA 

7.1 

12.2 

0.7 

2.6 

NA 

1.3 

0.5 

11.5 

24.8 

8.5 

11.9 

11.1 

2.5 

0.7 

NA 

NA 

NA 

0.1 

0.1 







2.3 

0.6 







— 

— 

0.5 

0.8 

— 

!97.9 

$699.6 

$193.8 

$3284.0 

$150. 

TAX  BASE  AND  REVENUE  ESTIMATES 

This  section  of  the  report  describes  the  sales  tax  base 
for  each  of  the  industrial  sectors  listed  above  and 
evaluates  the  revenue  potential  from  various 
assumptions  about  the  sales  that  are  taxed.   The 
estimates  are  presented  for  calendar  years  1990  and 
1991. 

A  wide  variety  of  techniques  were  required  to  make 
estimates  of  gross  receipts  by  industrial  sector. 
Generally,  1982  economic  census  data  provided  the 
information  to  establish  the  base  year  from  which 
projections  were  made  for  retail  and  wholesale  trade, 
services,  mining,  manufacturing,  and  contract 
construction.   Disposable  personal  income,  sector  wages 
and  salaries,  and  product  prices  were  variously  used  to 
estimate  changes  in  gross  receipts.   In  addition, 
information  from  "comparison"  states  played  a  crucial 
role  in  most  of  the  estimates. 

Data  for  the  transportation,  communications,  and  public 
utilities  sector  and  for  the  finance,  insurance,  and 
real  estate  sector  were  obtained  from  a  number  of 
sources.   These  sources  are  noted  in  the  text. 

A  discussion  of  the  methodology  used  for  each  sector  is 
kept  to  a  minimum  except  to  relate  what  factors  drive 
changes  in  gross  receipts  and  which  comparison  states 
are  used.   However,  the  report  does  describe  in  some 
detail  the  procedures  used  to  develop  the  estimates  of 
gross  receipts  in  the  sectors  of  retail  trade  and  the 
service  industries. 


Because  these  two  sectors  account  for  a  large  portion 
of  the  tax  base  and  because  they  have  been  the  focus  of 
much  of  the  discussion  regarding  the  sales  tax,  an 
understanding  of  the  derivation  of  the  estimates  for 
each  of  these  sectors  is  important.   In  addition, 
either  the  procedure  used  to  derive  the  estimates  of 
retail  trade  or  the  procedure  used  to  derive  the 
estimates  of  the  service  industries  proved  useful  for 
developing  the  estimates  of  gross  receipts  for  other 
(but  not  all)  sectors.   Therefore,  discussion  of  these 
two  procedures  precludes  the  need  to  review  them  for 
the  other  sectors. 

With  respect  to  the  validity  of  the  estimates,  the 
reader  should  keep  in  mind  the  following: 


The  estimation  and  projection  of  sales  tax 
revenue  where  no  previous  history  of  a  sales 
tax  base  exists  depends  on  the  use  of 
fragmented,  frequently  outdated  and  imprecise 
information.   This  information,  gathered  from 
diverse  sources,  can  only  be  used  to 
construct  a  partial  picture  of  existing  [and 
future]  conditions.   Researchers  are  forced 
to  complement  this  partial  view  with  their 
own  assumptions  which,  by  definition,  are 
likely  to  widen  the  margins  of  error  endemic 
to  data  collection  exercises.   Assumptions 
based  on  past  data  decrease  in  validity  at  an 
accelerated  rate  as  the  time  intervals 
expand. 

In  addition,  industrial  data  collected  at 
different  levels  do  not  correspond  to 
industrial  or  sectoral  definitions  required 
by  a  tax  system.   This  is  primarily  due  to 
legal  definitions  of  that  system  which  may  be 
in  marked  contrast  with  the  scope  and 
objective  of  economic  statistics. "^ 


RETAIL  TRADE 

Retail  trade  is  typically  the  most  significant 
component  of  a  sales  tax  base.   Retail  trade  industries 
include  establishments  that  are  primarily  engaged  in 
selling  merchandise  for  personal  consumption,  but  that 
render  some  services  as  well.   The  business  groups  in 
retail  trade  include: 

SIC  Code  Kind  of  Business 

52  Building  materials 

53  General  merchandise 

54  Food  stores 

55  Automotive  dealers 

554  Gasoline  service  stations 

56  Apparel  and  accessory  stores 

57  Furniture  and  equipment  stores 

58  Eating  and  drinking  places 
591  Drug  and  proprietary  stores 

59  Miscellaneous  retail  stores 
(e.g.,  sporting  goods,  bicycle 
shops,  florists,  and  the  like) 

Estimation  of  the  Tax  Base 

The  primary  source  of  data  from  which  estimates  of 
retail  sales  in  Montana  are  made  is  the  1982  Census  of 
Retail  Trade.   The  U.S.  Bureau  of  Census  is  compiling 
data  for  1987,  but  this  information  will  not  be 
available  until  early  1989.   Sales  and  Marketing 
Management  (Market  Statistics),  a  private  reporting 
group,  provides  more  current  information  on  retail 
sales  volume  for  Montana  and  every  other  state,  but  in 
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insufficient  detail  to  be  of  much  value  except  as  a 
means  of  comparison  with  projections  based  on  1982 
census  data.* 

Under  some  reasonable  assumptions  about  the 
comparability  of  retail  sales  in  Montana  to  retail 
sales  in  Washington,  a  method  was  developed  to  project 
retail  sales  by  three-digit  SIC  industry  from  1983 
through  1991."   Data  from  the  1977  and  1982  economic 
censuses  of  retail  trade  indicate  a  close 
correspondence  of  sales  in  Montana  to  sales  in 
Washington.   In  those  years,  the  dollar  volume  of 
retail  trade  in  Montana  was  about  20  percent  of  that  in 
Washington,  both  in  total  sales  and,  in  many  instances, 
by  kind  of  business. 

If  this  proportionality  in  sales  holds  over  time,  which 
is  the  basic  assumption  adopted  for  this  sector,  then 
the  ratio  of  the  annual  change  in  sales  for  a 
particular  kind  of  business  to  the  annual  change  in 
disposable  personal  income  in  Washington  can  be  used  in 
conjunction  with  the  annual  change  in  disposable 
personal  income  in  Montana  to  estimate  the  annual 
change  in  sales  in  Montana.   For  example,  if  sales  by 
clothing  stores  in  Washington  showed  an  annual  increase 
of  6  percent  and  disposable  personal  income  went  up  by 
3  percent,  the  ratio  is  6  divided  by  3,  or  2.   When 
applied  to  Montana,  this  means  that  every  1  percent 


*The  U.S.  Bureau  of  Census  reports  in  the 
Statistical  Abstract  of  the  United  States  Sales  and 
Marketing  Management  figures  for  state-level  estimates 
of  retail  trade  between  census  years. 

**See  the  discussion  of  methodology  in  the 
services  sector  for  a  description  of  the  technique  used 
to  account  for  sales  by  establishments  without  payroll. 
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change  in  income  gives  rise  to  a  2  percent  change  in 
sales  by  clothing  stores. 

The  Washington  state  sales  tax  reporting  system 
provides  detailed  information  on  gross  and  taxable 
sales  for  each  three-digit  SIC  kind  of  business  in 
retail  trade  by  calendar  year.   Using  1982  as  the  base 
year,  annual  ratios  for  each  kind  of  business  for  the 
period  1983  through  1986  were  calculated  based  on 
changes  in  gross  retail  sales  and  changes  in 
Washington's  disposable  personal  income. 

These  ratios  may  be  positive  or  negative.   If  a 
particular  ratio  is  negative,  that  means  sales  have 
declined  from  the  previous  year.   An  important  industry 
in  which  this  occurs  is  service  stations  (SIC  554). 
Projected  sales  in  this  category  for  1986  are  less  than 
reported  sales  in  1982. 

Multiplying  these  ratios  by  the  corresponding  annual 
change  in  disposable  personal  income  in  Montana  gives 
the  annual  change  in  sales  for  each  kind  of  business  in 
the  state.   Adding  that  change  (either  positive  or 
negative)  to  sales  in  the  prior  year  gives  the  estimate 
of  current  year  sales.* 

Projections  of  sales  for  the  period  1987  through  1991 
were  calculated  by  applying  the  average  of  the  ratio 
from  1983  through  1986  for  each  kind  of  business  to  the 
forecasted  annual  change  in  disposable  personal  income 


This  method  uses  observed  changes  in  retail  trade 
and  disposable  personal  income  in  Washington  to 
estimate  changes  in  retail  trade  in  Montana.   These 
ratios  do  not  signify  behavioral  responses  to  changes 
in  personal  income  or  cause  and  effect  relationships 
typically  associated  with  these  ratios. 
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in  Montana  (obtained  from  the  Montana  Office  of  Budget 
and  Program  Planning). 

This  procedure  was  used  for  each  kind  of  business 
except  for  new-and  used-car  dealers.   The  initial 
results  obtained  by  using  this  method  indicated  that 
projected  sales  in  this  category  were  about  18  percent 
higher  than  reported  by  Sales  and  Marketing  Management 
in  1986.   An  examination  of  the  number  of  new 
registrations  of  automobiles  in  the  state  confirmed  the 
suspicion  that  the  estimate  for  car  sales  may  be  too 
high.   Because  sales  by  auto  dealers  can  account  for  up 
to  one-fifth  of  total  retail  sales,  a  revised  estimate 
was  made.   Projected  sales  were  based  on  the  historical 
growth  rates  in  disposable  personal  income  in  Montana 
(1983  to  1986)  and  on  forecasted  disposable  income 
(1987  to  1991). 

Table  2  compares  projected  retail  sales  in  1986  with 
estimates  reported  in  the  1988  Statistical  Abstract  of 
the  United  States.   Estimates  for  total  retail  trade 
differ  by  slightly  more  than  3  percent.   Large 
variations  occur  in  building  material  stores  (SIC  52), 
general  merchandise  stores  (SIC  53),  apparel  stores 
(SIC  56),  and  drug  stores  (SIC  591).   No  adjustments 
were  made  for  these  industries  because:   (1)  the 
greater  level  of  detail  associated  with  the  estimates 
presented  in  this  report  cannot  easily  be  reconciled 
with  the  less  detailed  sales  figures  reported  in  the 
Statistical  Abstract;  (2)  the  absolute  differences  are 
relatively  small;  and  (3)  there  is  no  reason  to  assume 
a  greater  degree  of  confidence  in  the  published 
estimates  than  in  the  estimates  resulting  from  the 
method  presented  herein. 
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TABLE  2 

Estimates  of  Retail  Trade  Compared  to  Survey  of  Buying  Power 

1986 
In  Millions  of  Dollars 


Col.  1  Col.  2 

Report       Survey  of    Col.  1-  Percentage 
Estimate     Buying  Power   Col  2   Difference 


Industry 

Retail  Trade 

Building  Materials  Dealers 

General  Merchandise  Stores 

Food  Stores 

Grocery  Stores 

Automotive  Dealers 

Service  Stations 

Apparel  &  Accessories  Stores 

Furniture  &  Appliance  Stores 

Eating  &  Drinking  Places 

Drug  Stores 

Miscellaneous  Retail  Stores 


Source:    U.S.  Bureau  of  Ce 

Market  Statistics,  New  York,  NY,  Survey  of  Buying  Power  Data  Services,  annual 
Montana  Legislative  Council 


4,568 

4 

,717 

-149 

-3.2% 

307 

382 

-75 

-19.6% 

373 

420 

-47 

-11.2% 

1,078 

1 

,117 

-39 

-3.5% 

1,038 

1 

,077 

-39 

-3.6% 

908 

929 

-21 

-2.3% 

351 

348 

3 

249 

219 

30 

13.7% 

251 

252 

-1 

-0.4% 

494 

479 

15 

161 

187 

-26 

-13.9% 

396 

384 

12 

Statistical  Abstract 

_of_ 

the  united 

States: 

1988 
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Tables  3  and  4  show  an  estimate  of  gross  receipts  in 
retail  trade  for  1990  and  1991  and  taxable  sales  and 
revenue  from  a  1  percent  sales  tax  under  some  different 
assumptions  about  the  taxable  status  of  consumer 
purchases. 

Table  3  shows  potential  revenue  from  a  comprehensive 
tax  base  with  few  exemptions.   Taxable  sales,  derived 
from  an  adjustment  factor  applied  against  gross  sales, 
indicate  the  fraction  of  total  sales  that  are  taxable 
sales.   Except  where  noted,  these  adjustment  factors 
were  developed  from  historical  patterns  of  the 
Washington  state  sales  tax. 

In  no  case  are  taxable  sales  100  percent  of  total 
sales.   Sales  for  resale,  sales  to  the  federal 
government,  some  purchases  made  by  out-of-state 
residents,  and  receipts  incidental  to  the  tax  structure 
are  all  untaxed. 

Under  the  scenario  presented  in  Table  3,  groceries, 
prescription  drugs,  gasoline,  and  home  heating  fuel  are 
subject  to  the  tax.   Purchases  made  with  food  stamps 
are  exempt  as  required  by  federal  law.   No  deduction  is 
allowed  for  trade-in  value.   In  most  instances,  taxable 
sales  are  in  excess  of  90  percent  of  total  sales,  with 
a  few  exceptions.   For  example,  taxable  sales  in  dairy 
product  stores  are  only  64  percent  of  total  sales. 
Dairy  product  stores  (SIC  545)  typically  engage  in 
wholesale  activity  as  well  as  sales  to  final 
purchasers.   The  same  holds  true  for  fuel  and  ice 
stores  (SIC  596).   In  each  case,  however,  if  the  ratio 
of  taxable  sales  to  total  sales  were  near  the  average 
for  retail  trade,  only  about  $30,000  per  year  in 
additional  revenue  would  be  generated  for  each  1 
percent  of  sales  tax. 
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Table  4  presents  the  narrow-based  tax  scenario.   In 
this  scenario,  groceries,  prescription  drugs,  gasoline, 
and  home  heating  fuel  are  exempt.   In  addition, 
deductions  from  gross  receipts  are  taken  into  account 
for  the  trade-in  value  applied  to  the  sales  price  of 
purchased  goods.   The  most  significant  application  of 
this  deduction  can  be  seen  under  the  auto  dealers 
industry  (SIC  551-552),  where  projected  taxable  sales 
under  the  narrow-based  concept  is  $696.7  million  in 
1990  compared  with  the  broad-based  estimate  of  $810.5 
million.   The  revenue  impact  of  this  deduction  for  auto 
dealers  per  1  percent  tax  rate  is  $1.1  million  in  1990 
and  $1.2  million  in  1991. 

Limitations  of  the  Estimates 

Gross  sales  in  the  retail  trade  sector  and  the  revenue 
estimates  presented  here  are  strictly  by  kind  of 
business.   No  attempt  is  made  to  provide  information  by 
merchandise  line  item  because  the  methodology  precluded 
estimates  of  this  level  of  detail.   To  include  sales  by 
merchandise  line  would  be  to  suggest  a  degree  of 
precision  in  the  estimates  that  is  not  possible  to 
attain. 

So  while  the  estimates  include  (or  exclude  as 
exemptions)  certain  broad  items  (e.g.,  food  and 
prescription  drugs),  no  separate  figures  are  available 
for  particular  kinds  of  goods.   The  revenue  impact  of 
including  or  excluding  groceries  can  be  (imprecisely) 
measured  for  food  stores.   Food  stores  sell  the  bulk  of 
groceries,  but  these  types  of  sales  are  not  confined  to 
just  food  stores. 
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An  exemption  for  clothing,  an  unlikely  but  not 
inconceivable  consideration,  further  illustrates  the 
limitations  associated  with  these  estimates.   Clothing 
stores  sell  primarily,  but  not  exclusively,  clothes; 
sales  of  clothes  in  general  merchandise  stores  is  a 
substantial  portion  of  gross  receipts  of  these 
establishments.   Sales  of  clothes  by  other  kinds  of 
businesses  are  relatively  minor,  but  all  should  be 
accounted  for.   A  cumbersome  procedure  would  have  to  be 
developed  to  establish  reasonable  estimates  not  only 
for  clothing,  but  for  a  myriad  of  other  possible 
exemptions. 

As  long  as  the  exemptions  are  confined  to  the  broad 
categories  described  above,  the  adjustment  factors  can 
be  used  to  generate  a  number  of  revenue  estimates  based 
on  the  kind  of  exemptions  involved. 

The  above  two  scenarios  have  been  characterized  as  a 
broad-based  tax  or  a  narrow-based  tax,  but  they  both 
contain  the  services-related  component  of  gross 
receipts.   If  services  are  generally  excluded  from  the 
tax  base,  then  the  adjustment  factor  must  be  reduced 
accordingly.   Depending  on  the  type  of  business,  the 
adjustment  factor  may  be  reduced  by  5  to  15  percentage 
points. 

Finally,  the  accuracy  of  the  estimates  is  affected  by 
the  method  used  to  derive  them.   The  estimates  of  gross 
receipts  in  1986  resulting  from  the  methodology 
described  herein  are  reasonably  close  to  published 
estimates.   Projections  through  1991  rely  on  estimated 
changes  in  disposable  personal  income  as  well  as  an 
average  of  the  ratios  obtained  from  the  preceding  years 
(1983  to  1986),  each  of  which  is  a  likely  source  of 
variation  from  actual  sales.   The  adjustment  factors 
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used  to  establish  the  final  tax  base  are  another  source 
of  possible  variation. 

It  should  be  kept  in  mind  that  the  caution  on 
methodology  applies  to  all  sectors.   This  point  is 
reiterated  throughout  the  report  but  not  necessarily  in 
the  same  detail. 

SERVICES 

Applying  the  sales  tax  to  services  would  greatly 
enhance  revenue  productivity  and  stability  of  the  tax.^ 
Services  are  defined  as  establishments  primarily 
engaged  in  providing  a  wide  variety  of  services  for 
individuals,  business  and  government  establishments, 
and  other  organizations. 

Estimation  of  the  Tax  Base 

The  primary  source  of  data  from  which  estimates  of 
potential  revenue  from  services  are  made  is  the  1982 
Census  of  Service  Industries.   Estimates  are  provided 
for  the  following  service  industries: 

SIC  Code         Kind  of  Business 

70  Hotels,  motels,  and  other  lodging 

places 

72  Personal  services 

73  Business  services 

75  Automotive  repair,  services,  and 
garages 

76  Miscellaneous  repair  services 

78,  79  Amusement  and  recreation 

services,  including  motion 
pictures 
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80,  ex.  806      Health  services,  except  hospitals 

81  Legal  services 

83  Social  services 

89  Miscellaneous  services 

Estimates  of  service  sector  receipt?  were  derived  using 
a  method  similar  to  that  developed  by  the  Florida 
Department  of  Revenue  and  Taxation  in  estimating  its 
sales  tax  base  from  services. 

The  principal  assumption  underlying  the  Florida  method 
is  that  there  is  a  stable  relationship  between  the 
wages  and  salaries  paid  within  an  economic  sector  and 
the  gross  receipts  from  sales  within  that  sector. 


The  assumption  is  justified  by 

.  .  .  economic  evidence  which  shows  that  the 
services  sector  usually  experiences  low  rates 
of  growth  in  .  .  .  productivity.   This 
condition  is  dictated  by  the  labor  intensive 
nature  of  services,  which  allows  only  a 
limited  opportunity  for  technological 
innovation.^ 


If  this  assumption  holds  true,  then  changes  in  wages 
and  salaries  can  be  usGd  to  project  sales. 

An  examination  of  the  ratio  of  gross  receipts  to 
payroll  from  the  1972,  1977,  and  1982  Census  of  Service 
Industries,  Montana  indicates  that  a  stable 
relationship  exists  between  these  two  variables  for 
most  service  industries  at  the  two-digit  SIC  level. 
Table  5  shows  the  historical  trend  in  the  ratios  of 
gross  receipts  to  payroll  since  1972. 
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TABLE  5 

Ratio  of  Gross  Receipts  to  Payroll 
By  Service  Industry 

1972       1977       1982 

Hotels,  Motels,  and  Other  3.7       3.9       3.9 

Lodging  Places 

Personal  Services 

Business  Services 

Automotive  Repair  Services 

Miscellaneous  Repair  Services 

Amusement  and 

Recreation  Services 

Health  Services,  Except  Hospitals 

Offices  of  Physicians 

Offices  of  Dentists 

Offices  of  Optometrists 

Nursing  and  Personal  Care 

Legal  Services 

Engineering,  Architecture,  Surveying 

Accounting,  Auditing,  Bookkeeping 

Social  and  Other  Services 

NA:    Not  available 

Source:    U.S.  Bureau  of  Census,  1972, 
Service  Industries,  Montana 

Using  1977  and  1982  census  data,  a  more  detailed 
comparison  was  made  by  the  kind  of  business  for  which 
gross  receipts  were  estimated.   The  ratios  for  these 
two  years  showed,  in  most  cases,  a  one-tenth  to  two- 
tenths  percentage  point  difference.   Larger  differences 
occurred  in  amusement  and  recreation  (SIC  78-79)  and 
health  services  (SIC  80).   The  ratios  for  several  of 
the  amusement  and  recreation  industries  were  higher  in 
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3.0 

2.9 

3.0 

2.4 

2.7 

2.5 

4.2 

4.2 

4.2 

3.6 

3.4 

3.4 

3.7 

4.0 

4.8 

NA 

NA 

2.4 

NA 

2.6 

2.2 

NA 

3.9 

3.0 

NA 

8.5 

5.0 

NA 

2.0 

2.1 

5.5 

3.9 

3.3 

NA 

2.3 

2.1 

2.1 

2.5 

2.4 

NA 

2.2 

2.4 

)77,  1982  Census  o: 

f 

the  amusement  and  recreation  industries  were  higher  in 
1982,  while  health  services  were  generally  lower.   No 
adjustments  were  made  for  these  differences,  and  the 
1982  ratios  for  each  kind  of  business  were  used  in 
later  calculations. 

The  first  step  in  estimating  the  level  of  gross 
receipts  in  the  service  industries  for  1990  and  1991 
was  to  project  payroll  figures  through  1991.   For  the 
period  1983  to  1986  changes  in  2-digit  SIC  wage  and 
salary  disbursements  (U.S.  Bureau  of  Economic  Analysis, 
unpublished  data)  were  used  to  estimate  changes  in 
payroll  for  each  kind  of  business. 

Wages  and  salaries  were  used  because  they  cover  nearly 
95  percent  of  labor  income  in  most  industries  and  more 
accurately  reflect  changes  on  an  industry-by-industry 
basis.   Data  on  wages  and  salaries  is  also  more  current 
than  payroll  data  reported  by  the  Bureau  of  Census  in 
its  annual  report  County  Business  Patterns.   In 
addition,  payroll  data  in  those  reports  may  not  always 
be  consistent  with  data  from  the  economic  censuses. 

Some  detail  is  lost  by  using  wages  and  salaries  because 
they  are  reported  at  the  two-digit  SIC  level,  whereas 
the  estimates  in  this  report  are  for  three-digit 
industries.   Using  this  method  to  estimate  changes  in 
wages  and  salaries,  however,  did  not  produce  any  great 
disparities  with  reported  payroll  information.   In 
those  few  instances  where  some  difference  was  observed 
(e.g.,  business  services),  it  was  assumed  that  the 
gross-receipts-to-payroll  ratio  obtained  from  1982 
census  data  would  minimize  the  difference. 

Changes  in  payroll  through  1991  were  similarly  derived 
from  changes  in  forecasted  wages  and  salaries  furnished 
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by  the  Office  of  the  Montana  Legislative  Fiscal 
Analyst. 

Estimates  of  gross  receipts  by  kind  of  business  for 
1990  and  1991  were  calculated  by  multiplying  projected 
payroll  by  its  1982  ratio  of  gross  receipts  to  payroll. 
That  amount  had  to  be  increased  to  account  for 
establishments  without  payroll. 

The  Census  Bureau  normally  reports  combined  data  on 
gross  receipts  from  all  establishments  and  also 
provides  separate  information  on  establishments  with 
payroll.   The  term  "all  establishments"  includes 
businesses  with  payroll  as  well  as  those  without 
payroll  (i.e.,  unincorporated  proprietorships  and 
partnerships).   The  Census  Bureau  uses  Internal  Revenue 
Service  (IRS)  administrative  records  for  data  on 
businesses  without  payroll.   For  1982,  the  combined 
data  for  all  establishments  were  not  included  in  the 
economic  census  because  many  businesses  without  payroll 
were  miscoded  by  IRS  in  miscellaneous  categories  rather 
than  being  classified  in  the  specific  kind  of 
business.^ 

To  determine  the  proportion  of  receipts  attributable  to 
firms  without  payroll,  the  1977  Census  of  Service 
Industries  was  used.   For  each  kind  of  business  the 
percentage  difference  between  receipts  for 
establishments  with  payroll  and  total  receipts  was 
calculated;  gross  receipts  were  then  increased  by  that 
percentage  difference.*  For  example,  in  1977  hotels 
and  other  lodging  places  (SIC  70)  with  payroll  had 


The  corresponding  differences  in  retail  trade 
between  sales  by  all  establishments  and  sales  by 
establishments  with  payroll  are  generally  smaller  than 
is  the  case  with  services. 
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receipts  of  $96.7  million,  while  total  receipts  for  the 
industry  were  $103.7  million,  or  7.2  percent  greater. 
Estimated  gross  receipts  for  hotels  and  other  lodging 
places  were  therefore  increased  by  7.2  percent. 

Similarly,  total  receipts  in  legal  services  (SIC  81) 
were  11  percent  greater  than  those  for  firms  with 
payroll,  so  gross  receipts  for  legal  services  were 
increased  by  11  percent. 

Table  6  shows  potential  revenue  from  a  broad-based  tax 
on  services,  and  Table  7  shows  revenue  if  services  are 
generally  exempt.   In  the  case  of  services,  the  terms 
"broad-based"  and  "narrow-based"  are  descriptive  of  the 
taxable  status  of  the  industry  rather  than  the  taxable 
status  of  products  or  merchandise. 

Generally,  receipts  in  the  service  industries  come 
almost  exclusively  from  services  rendered  or  from  some 
combination  of  services  and  merchandise.   Barbershops 
are  an  example  of  the  first  type  and  auto  repair  shops 
are  an  example  of  the  second. 

A  broad-based  tax  on  services  (Table  6)  would  include 
both  labor  services  and  merchandise.   The  adjustment 
factors  for  the  broad-based  tax  were  adopted  from  New 
Mexico's  ratio  of  gross  receipts  to  taxable  receipts  in 
fiscal  year  1937.   The  adjustment  factors  apply  only  to 
the  two-digit  industry  groups  because  New  Mexico  does 
not  report  information  in  any  greater  detail.   The  only 
exception  is  meals  and  drinks  at  hotels  and  other 
lodging  (SIC  70),  where  the  factor  established  for 
eating  and  drinking  in  retail  trade  is  used. 
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The  adjustment  factors  are  always  less  than  1  for  many 
of  the  same  reasons  described  in  the  retail  trade 
sector.   The  adjustment  factors  are  generally  lower  for 
business  (SIC  73)  and  professional  services  (SIC  891) 
than  for  other  establishments.   This  implies  that  a 
larger  proportion  of  sales  arise  from  "intermediate" 
services  (sales  for  resale)  and  not  from  sales  to  final 
purchasers.   For  example,  receipts  of  a  subcontractor 
from  a  management  and  consulting  firm  would  ostensibly 
be  exempt.   This  exemption  would  avoid  "pyramiding"  (or 
double  taxing)  the  intermediate  service. 

Conversely,  the  magnitude  of  the  adjustment  factors  may 
suggest  that  there  is  significant  tax  pyramiding  with 
respect  to  business  and  professional  services. 

The  adjustment  factor  for  health  services  (excluding 
hospitals)  and  legal  services  implies  that  nearly  95 
percent  of  gross  receipts  would  be  subject  to  the  tax 
as  sales  to  final  consumers. 

Potential  revenue  from  a  broad-based  tax  of  1  percent 
on  services  would  yield  about  $15.6  million  in  1990  and 
$16.7  million  in  1991.   Hotels,  motels,  and  other 
lodging  places  are  subject  to  a  4  percent 
accommodations  tax  that  provides  revenue  for  tourism 
promotion.   If  the  "bed  tax"  portion  is  excluded  from  a 
sales  tax,  total  revenue  from  those  establishments 
would  have  to  be  reduced  accordingly. 

Under  a  narrow-based  concept  of  sales  taxation  (i.e., 
services  generally  exempt),  only  the  merchandise  sold 
in  the  services  sector  would  be  subject  to  the  tax. 
While  it  is  impossible  to  identify  accurately  the 
proportion  of  merchandise  included  in  gross  receipts  in 
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services,  some  adjustment  is  necessary  to  account  for 
those  sales. 

The  adjustment  factors  shown  in  Table  7  were  adapted 
from  a  study  on  the  revenue  potential  of  a  sales  tax  on 
services  in  Idaho  by  S.M.  Ghazanfar.^  Ghazanfar 
developed  adjustment  ratios  to  estimate  nontaxable 
sales  in  services  that  could  be  taxed.   The  remaining 
portion  (i.e.,  1  minus  the  adjustment  factor)  would 
represent  the  amount  of  gross  receipts  currently  taxed. 
The  adjustment  ratios  developed  by  Ghazanfar  had 
limited  applicability.   They  only  included  estimates 
for  personal  services  (SIC  72),  business  services  (SIC 
73),  auto  repairs  (SIC  75),  and  miscellaneous  repairs 
(SIC  76) . 

Conspicuously  absent  from  Ghazanfar 's  work  were 
estimates  for  health,  professional,  and  legal  services. 
The  ratios  developed  by  him  were  based  on  the  1967 
Census  of  Business,  Selected  Services  for  Idaho.   At 
that  time,  census  coverage  did  not  include  those 
service  industries.   Separate  adjustment  factors  for 
these  industries  were  developed  for  this  report  from 
the  ratio  of  1982  taxable  sales  in  Idaho  to  1982  gross 
receipts  in  Idaho  reported  by  the  Census  Bureau. 

Because  Idaho  taxes  amusement  and  recreation  services 
(SIC  79),  the  adjustment  factors  (i.e.,  those  developed 
from  New  Mexico)  are  the  same  as  in  the  broad-based 
scenario.   Revenue  potential  from  a  narrow-based  tax  of 
1  percent  on  services  in  Montana  is  estimated  to  be 
$4.9  million  in  1990  and  $5.2  million  in  1991,  or  about 
one-third  of  the  amount  generated  by  the  broad-based 
tax.   Exclusion  of  the  amount  already  dedicated  from 
the  accommodations  tax  reduces  significantly  (by  about 
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26  percent)  revenue  that  can  be  used  for  other 
purposes. 

Limitations  of  the  Estimates 

The  adjustment  factors  adopted  from  New  Mexico  under 
the  broad-based  sales  tax  scenario  limit  the  ability  to 
make  alternative  revenue  estimates  based  on  different 
assumptions  of  taxation  in  this  sector.   This 
limitation  is  due  to  the  application  of  an  adjustment 
factor  that  is  relevant  only  at  the  two-digit  level  to 
the  kinds  of  businesses  for  which  more  detailed 
information  is  available.   For  example,  there  is  likely 
to  be  a  wide  range  of  adjustment  factors  by  kind  of 
business  in  business  services  that  would  better  reflect 
the  revenue  potential  (or  loss),  depending  on  the 
taxable  status  of  establishments  within  this  industry. 

The  adjustment  factors  developed  under  the  narrow-based 
approach  can  be  interchanged  with  those  for  the  broad- 
based  approach  to  enhance,  to  a  certain  extent,  the 
versatility  of  the  estimates.   However,  the  application 
of  the  sales  tax  base  of  a  comparison  state  imposes  the 
definitional  and  legal  structure  of  the  comparison 
state  on  these  estimates.   As  a  result,  the  precision 
of  the  estimates  is  impaired. 

WHOLESALE  TRADE 

Depending  on  the  structure  of  the  tax  and  the  rules 
that  govern  the  taxability  of  sales,  the  wholesale 
trade  sector  could  provide  anywhere  from  $3  million  to 
$9  million  for  each  1  percent  of  tax. 

Wholesale  trade  includes  businesses  primarily  engaged 
in  selling  merchandise  to  retailers;  to  industrial. 
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commercial,  institutional,  farm,  or  professional 
business  users;  or  to  other  wholesalers. 

Businesses  selling  merchandise  to  contractors  are 
included  in  wholesale  trade,  with  the  exception  of 
lumberyards  and  stores  that  sell  paint,  glass,  or 
wallpaper.   These  exceptions  are  classified  in  retail 
trade  if  they  sell  to  the  general  public. 

Wholesale  trade  sales  are  typically  exempt  from  the 
sales  tax  if  the  merchandise  sold  is  for  resale.   There 
are  two  types  of  sale  for  resale:  (1)  purchases  made  by 
a  business  for  later  sale  to  its  customers;  and  (2) 
purchased  items  that  become  an  ingredient  or  component 
part  of  some  other  taxable  item.   The  purpose  of  the 
sale-for-resale  exemption  is  to  avoid  taxing  sales  at 
more  than  one  level  of  production  and  distribution 
(pyramiding) . 

Estimation  of  the  Tax  Base 

Two  separate  revenue  estimates  are  presented  for  this 
sector.   The  first,  a  broad-based  estimate,  was 
developed  by  applying  to  Montana  historical  trends  in 
wholesale  trade  in  New  Mexico.   The  second,  a  narrow- 
based  estimate,  used  trends  in  Idaho. 

The  1982  Census  of  Wholesale  Trade  for  the  three  states 
provides  the  starting  point  for  the  estimates.   In 
1982,  total  wholesale  trade  amounted  to  $4.9  million  in 
Montana  and  $5.1  million  in  both  Idaho  and  New  Mexico. 

Approximately  60  percent  of  total  wholesale  trade  sales 
in  New  Mexico  and  about  40  percent  in  Idaho  are 
reported  as  gross  receipts  on  sales  tax  reports. 
Appropriate  percentages  for  each  two-digit  industry 
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within  the  sector  were  developed  by  comparing  1982 
census  information  with  gross  receipts  shown  on  sales 
tax  reports  from  New  Mexico  and  Idaho  for  the  same 
year.   These  percentages  from  the  two  comparison  states 
were  used  to  estimate  the  1982  level  of  reportable 
gross  receipts  in  Montana  under  a  broad-based  tax  (New 
Mexico)  and  a  narrow-based  tax  (Idaho). 

Changes  in  wholesale  trade  from  1982  to  1986  are  based 
on  the  ratio  of  annual  changes  in  reportable  gross 
receipts  to  annual  changes  in  disposable  personal 
income  in  the  comparison  state  applied  to  changes  in 
disposable  personal  income  in  Montana.   Projections 
through  1991  are  based  simply  on  forecasted  changes  in 
disposable  personal  income  in  Montana.   Adjustment 
ratios  determine  the  fraction  of  gross  receipts  that 
are  taxable. 

A  broad-based  sales  tax  would  generate  approximately 
$8.7  million  in  1990  and  about  $9.2  million  in  1991  for 
each  1  percent  of  tax.   (See  Table  8.)   A  narrow-based 
tax  would  yield  approximately  $3.1  million  and  $3.4 
million,  respectively.   (See  Table  9.) 

The  major  differences  in  the  level  of  estimated  revenue 
in  the  comparison  states  occur  in  the  categories  of 
machinery  and  equipment  (SIC  508)  and  miscellaneous 
wholesale  trade.   New  Mexico  taxes  most  machinery  and 
equipment  sales,  including  agricultural  machinery  and 
equipment  (but  at  a  lower  effective  rate);  Idaho  does 
not. 
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The  difference  in  the  miscellaneous  category  cannot  be 
readily  explained.   This  category  contains  a  wide 
variety  of  wholesale  operations,  including,  among  other 
things,  clothing,  lumber  and  paper  products,  furniture, 
farm  products  and  supplies,  sporting  goods,  and  metals 
and  minerals.   The  wholesaler's  function  within  the 
economy  and  the  kind  of  merchandise  sold  determine  to  a 
large  extent  the  taxability  of  goods  sold  within  the 
sector.   The  amount  of  tax  revenue  generated  depends  on 
the  level  of  sales  and  the  precise  rules  that  govern 
the  taxability  of  sales. 

Limitations  of  the  Estimates 

The  estimates  of  revenue  potential  for  wholesale  trade 
illustrate  the  difference  between  adopting  a  broad- 
based  sales  tax  and  a  narrow-based  sales  tax.   While 
likely  to  contain  a  wide  margin  of  error,  the  estimates 
indicate  the  likely  range  of  revenue  potential  from 
this  sector. 

There  are  several  areas  that  affect  the  magnitude  of 
error.   First,  it  was  necessary  to  use  two  states  as 
models  in  developing  the  high  and  low  estimates.   Each 
state  has  its  own  peculiar  economic  structure  and 
pattern  of  growth.   Montana's  economy  resembles  Idaho's 
more  than  New  Mexico's,  but  that  does  not  mean  the 
economic  sectors  within  Montana  and  Idaho  expand  or 
contract  in  a  similar  manner. 

The  method  employed  to  develop  the  estimates  assumes  a 
highly  positive  correlation  between  changes  in 
disposable  personal  income  and  changes  in  gross 
receipts.   While  the  correlation  may  be  valid  for  one 
comparison  state,  it  certainly  cannot  be  true  for  both. 
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To  the  extent  sales  in  this  sector  are  made  to 
businesses  rather  than  individuals,  changes  in  personal 
income  may  be  a  poor  indicator  of  changes  in  gross 
receipts. 

In  addition,  the  use  of  adjustment  factors  assumes  that 
the  ratio  of  taxable  sales  to  gross  receipts  is 
constant  over  time.   It  also  assumes  a  consistency  in 
reporting  by  businesses.   Whether  either  one  of  these 
assumptions  has  any  basis  in  fact,  is  uncertain  and 
probably  unprovable. 

Finally,  the  estimates  cannot  be  easily  manipulated  to 
derive  other  revenue  estimates  under  different 
assumptions  of  the  taxable  status  of  goods  sold.   For 
example,  under  the  New  Mexico  model,  farm  machinery  is 
included  in  the  estimate  for  machinery  and  equipment, 
but  a  separate  estimate  is  not  made  for  the  value  of 
farm  machinery  that  may  be  subject  to  the  tax. 

The  problems  inherent  in  making  reliable  estimates  for 
wholesale  trade  clearly  demonstrate  the  difficulties 
associated  with  defining  and  quantifying  the  tax  base. 

CONTRACT  CONSTRUCTION 

The  inclusion  of  contract  construction  in  a  general 
sales  tax  base  can  generate  a  significant  amount  of 
revenue.   The  term  "construction"  includes  new  work, 
additions,  alterations,  and  repair.   Revenue  estimates 
for  this  sector  are  divided  into  three  broad 
industries: 
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SIC  Code  Kind  of  Business 

15  General  building  contractors 

16  Heavy  construction  contractors 

17  Special  trade  contractors 

General  building  contractors  are  primarily  engaged  in 
the  construction  of  dwellings,  office  buildings, 
stores,  farm  buildings,  and  other  projects  of  a  similar 
nature. 

Heavy  construction  contractors  are  engaged  primarily  in 
the  construction  of  highways,  streets,  bridges  and 
tunnels;  docks,  piers,  dams,  and  water  projects;  sewage 
collection,  treatment,  and  disposal  facilities;  air 
fields;  heavy  industrial  facilities;  and  other 
construction  that  involves  either  earthmoving  or  the 
erection  of  structures  and  appurtenances  other  than 
buildings. 

Special  trade  contractors  are  primarily  engaged  in 
specialized  construction  activities,  such  as  plumbing, 
painting,  electrical  work,  and  carpentry.   Special 
trade  contractors  may  work  for  general  contractors 
under  subcontracts  or  directly  for  the  owner  of  the 
property. 

Estimation  of  the  Tax  Base 

Again,  1982  is  the  base  year  from  which  projections  are 
made.   Data  for  that  year  were  obtained  from  the  1982 
Census  of  Construction  Industries,  Mountain  States. 
The  estimates  are  based  on  total  business  receipts  by 
industry.   In  addition  to  construction  sales,  they  may 
include  receipts  from  retail  and  wholesale  trade; 
rental  of  property  and  equipment;  manufacturing, 
engineering,  and  architectural  work  done  for  others; 
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and  other  nonconstruction  activity — all  of  which  may  be 
subject  to  the  tax. 

Because  materials  make  up  such  a  large  portion  of 
construction  activity,  total  receipts  in  1982  were 
adjusted  for  inflation.   Changes  in  receipts  through 
1986  are  driven  by  real  changes  (adjusted  for 
inflation)  in  wages  and  salaries  for  each  industry  in 
the  sector. 

Construction  activity  can  be  highly  volatile; 
therefore,  projections  for  1987  through  1991  assume 
that  no  real  growth  in  the  construction  industry  will 
occur.   Changes  in  construction  receipts  are  tied  to 
changes  in  the  producer  price  index  for  the 
construction  industry  provided  by  Wharton  Econometrics 
(1987). 

Table  10  presents  the  estimated  revenue  from  contract 
construction.   Potential  revenue  for  every  1  percent  of 
tax  is  slightly  over  $7  million  per  year. 

The  adjustment  factors  for  Montana  were  derived  from 
the  ratio  of  taxable  receipts  to  gross  receipts  in  New 
Mexico.   Total  receipts  for  each  industry  contain 
varying  amounts  of  duplication  because  construction 
work  (and  the  receipts)  may  be  subcontracted  to  others 
and  be  included  in  the  subcontractors'  receipts.   The 
level  of  the  adjustment  ratios  indicates  that  much  of 
this  duplication  (sale  for  resale),  especially  for 
subcontractors  (SIC  17),  is  eliminated  in  the  tax 
structure. 
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TABLE  10 

Estimated  Revenue  from  a  1  Percent  Sales  Tax 

Contract  Construction 

1990  and  1991 

In  Thousands  of  Dollars 


Industry  SIC 

Contract  Construction  15-17 

General  Building  Contractors      15 

Heavy  Construction  Contractors     16 

Special  Trade  Contractors         17 


Gross 

Adjst. 

Taxable 

Revenue  from 

sales 

factor 

sales 

1%  tax 

1,053,346 

«. 

714,234 

7,142 

357,799 

0.845 

302,340 

3,023 

270,626 

0.828 

224,078 

2,241 

424,921 

0.442 

187,815 

1,878 

Industry  SIC 

Contract  Construction  15-17 

General  Building  Contractors  15 

Heavy  Construction  Contractors  16 

Special  Trade  Contractors  17 


Gross  Adjst.  Taxable  Revenue  from 

sales  factor  sales       1%  tax 

,082,222  ***  733,622        7,336 

366,851  0.845  309,989       3,100 

278,339     0.828  230,465        2,305 

437,032     0.442  193,168        1,932 


Source:   Montana  Legislative  Council 
Note:   Detail  may  not  add  due  to  rounding 


Limitations  of  the  Estimates 


The  estimates  for  contract  construction  are  based  on 
the  full  contract  price  for  construction  for  each 
industry  within  the  sector.   The  contract  price 
includes  both  materials  and  labor  costs.   If  materials 
are  the  only  element  subject  to  the  tax,  then  the  labor 
component  must  be  taken  out. 
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The  estimates  also  include  receipts  from  non- 
construction  activity.   The  method  used  to  make  the 
projections  may  overstate  or  understate  the  relative 
importance  of  these  receipts  to  the  total.   But, 
depending  on  the  structure  of  the  tax,  these  receipts 
must  be  accounted  for.   For  example,  a  system  could  be 
designed  where  the  contractor  (or  builder)  is  the  owner 
of  the  construction  materials  and  therefore  has  paid 
the  sales  tax.   This  transaction  could  have  occurred  in 
either  retail  or  wholesale  trade  and  could  be  recorded 
in  either  sector.   However,  nonconstruction  receipts, 
if  taxable,  would  be  recorded  in  the  construction 
sector. 

TRANSPORTATION,  COMMUNICATIONS,  AND  PUBLIC  UTILITIES 

The  transportation,  communications,  and  public 
utilities  sector  (TCPU)  furnishes  services  to  the 
general  public  or  to  other  business.   These  services 
include  passenger  and  freight  transportation, 
communications  (e.g.,  telephone  services  and  radio  and 
television  broadcasting),  electric  and  gas  utilities, 
and  water  and  sanitary  services. 

Many  industries  in  this  sector  are  regulated  by  the 
Montana  Public  Service  Commission  (PSC),  and  reporting 
requirements  provide  much  more  current  information  on 
sales  than  is  available  from  other  sectors.   Data  for 
this  sector  was  provided  by  the  PSC,  the  Montana 
Department  of  Revenue,  and,  in  several  instances,  by 
the  regulated  industries. 

Estimates  for  potential  revenue  from  a  1  percent  sales 
tax  were  developed  for  rail  transportation,  passenger 
and  motor  freight  transportation,  pipelines,  telephone 
services,  and  public  utilities  (electricity,  gas,  and 


40 


sewer  and  water).   The  estimates  are  based  on  regulated 
revenue  only — that  is,  the  gross  receipts  for  services 
performed  in  Montana  for  the  benefit  of  in-state 
customers. 

The  categories  of  passenger  transportation  and  motor 
freight  include  bus  and  taxi  services,  moving  and 
storage,  garbage  disposal,  and  intrastate 
transportation  of  such  goods  as  grain,  lumber,  and  oil 
field  equipment.   Pipelines  involve  the  intrastate 
shipment  of  oil  and  gas. 

Estimates  for  telephone  receipts  include  local  service 
and  intrastate  and  interstate  long  distance  calls  as 
well  as  services  provided  by  local  telephone 
cooperatives.   Little  growth  is  anticipated  in  the 
industry  during  the  next  few  years,  although  rapid 
changes  in  industry  structure  may  affect  revenue 
potential. 

Estimates  of  gross  sales  for  electric  and  gas  utilities 
were  provided  by  the  major  utilities  operating  in  the 
state.   Estimates  for  the  smaller  gas  companies  and 
rural  electric  cooperatives  are  based  on  their 
historical  share  of  sales  within  the  state. 

Most  sewer  and  water  systems  in  the  state  are  owned  by 
local  governments  and  operated  as  enterprise  funds, 
with  revenue  coming  from  user  charges.   Water  and  sewer 
systems  may  be  metered  or  unmetered  or  have  some 
combination  of  both.   Nearly  85  percent  of  sewer  and 
water  sales  come  from  municipal  systems. 

Adjustment  factors  used  to  determine  taxable  sales  from 
gross  receipts  are  based  on  the  ratio  of  taxable  sales 
to  gross  receipts  in  New  Mexico.   Under  a  broad-based 
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sales  tax  of  1  percent,  the  TCPU  sector  would  provide 
around  $10  million  annually.   (See  Table  11.) 

Limitations  of  the  Estimates 

The  estimates  for  this  sector  suffer  from  a  number  of 
limitations.   First,  the  estimates  do  not  include 
information  for  unregulated  industries.   Industries  not 
regulated,  such  as  telegraph,  radio  and  television 
broadcasting,  cable  TV,  and  air  transportation,  are  not 
part  of  the  estimates. 

To  reiterate,  the  estimates  include  regulated  revenue 
only.   Establishments  in  the  TCPU  sector,  particularly 
motor  freight  transportation  (SIC  42),  may  have 
substantial  sales  not  covered  by  regulatory  authority 
but  which  may  be  subject  to  the  sales  tax.   The  PSC 
collects  information  on  nonregulated  revenues  of 
regulated  utilities,  but  does  not  summarize  or  report 
it. 

Finally,  different  assumptions  about  the  taxable  status 
of  services  provided  in  this  sector  cannot  be  easily 
accounted  for. 

Adjustments  can  be  made  with  respect  to  gas  and 
electric  utilities  based  on  the  class  of  service  or  end 
user  (i.e.,  residential,  commercial,  industrial)  or  on 
telephone  service  based  on  the  kind  of  service  used 
(local  versus  long  distance  calls).   Because  of  the 
level  of  detail,  adjustments  cannot  be  made  for  other 
industries  in  the  sector. 
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This  sector  is  primarily  engaged  in  providing  services 
to  its  customers  but,  like  all  other  industrial  sectors 
within  the  economy,  may  have  some  sales  of  tangible 
personal  property  associated  with  the  primary  activity 
or  incidental  to  it.   No  attempt  has  been  made  to 
estimate  sales  of  personal  property  within  this  sector. 

FINANCE,  INSURANCE,  AND  REAL  ESTATE 

This  sector  includes  establishments  primarily  engaged 
in  specialized  activities  in  either  finance,  insurance, 
or  real  estate  (FIRE) . 

"Finance"  includes  banks  and  trust  companies,  credit 
agencies,  other  investment  companies,  brokers  and 
dealers  in  securities  and  commodity  contracts,  and 
security  and  commodity  exchanges.   "Insurance"  covers 
carriers  of  all  types  of  insurance  as  well  as  insurance 
agents  and  brokers.   "Real  estate"  includes  owners, 
lessors,  lessees,  buyers,  sellers,  agents,  and 
developers  of  real  estate. 

Estimation  of  the  Tax  Base 

Data  for  financial  institutions,  which  include  banks, 
savings  and  loans,  and  credit  unions,  was  obtained  from 
the  Federal  Deposit  Insurance  Corporation  (FDIC), 
Federal  Home  Loan  Bank,  and  the  Montana  Credit  Unions 
League.   The  estimates  shown  on  Table  12  are  for 
service  charges  on  deposit  accounts  and  other 
noninterest  income,  including  charges  and  fees  for 
safety  deposit  boxes,  overdrafts,  and  travelers'  checks 
as  well  as  nonoperating  income. 
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No  reliable  information  exists  on  the  volume  of  real 
estate  commissions  or  on  stock  and  commodity  trading 
fees  in  Montana.  Estimates  for  these  two  industries 
were  extrapolated  from  New  Mexico.  A  ratio  of  gross 
receipts  to  wages  and  salaries  was  calculated  for  each 
industry  and  applied  to  wages  and  salaries  in  Montana. 

Information  for  insurance  carriers  was  obtained  from 
the  Insurance  Department  of  the  Montana  State  Auditor's 
Office.   Estimates  for  insurance  reflect  premiums 
written  for  life,  health,  and  property  and  casualty 
insurance. 

The  potential  revenue  from  a  1  percent  tax  from  this 
sector  ranges  from  $11  million  to  $12  million  each  year 
of  the  two-year  period.   The  bulk  of  the  revenue  (over 
$8  million)  comes  from  insurance  premiums.   (See  Table 
12.) 

Limitations  of  the  Estimates 

The  revenue  estimates  for  this  sector  are,  for  the  most 
part,  speculative  and  may  be  the  least  reliable 
estimates  presented  in  this  report. 

Gross  receipts  for  financial  institutions  include 
nonoperating  income  as  part  of  the  base.   Most  of  this 
income  is  likely  beyond  the  reach  of  a  sales  tax. 
Information  on  nonoperating  income  is  available  from 
both  the  FDIC  and  private  firms,  but  is  expensive  to 
obtain.   It  is  not  clear  whether  the  adjustment  factor 
fully  accounts  for  this  income. 

Estimates  of  commissions  for  security  and  commodity 
dealers  and  real  estate  brokers  and  agents  are  the 
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least  reliable  because  there  is  no  accurate  information 
other  than  wages  and  salaries.   When  compared  with  New 
Mexico  figures,  however,  the  margin  of  error  does  not 
seem  particularly  large. 

No  state  includes  insurance  premiums  in  its  sales  tax 
base.   Including  premiums  in  the  tax  base  inflates  to 
an  unrealistic  level  the  potential  revenue  from  this 
sector.   Without  insurance  sales  included  in  the  base, 
a  maximum  of  slightly  more  than  $2  million  annually  for 
each  1  percent  of  tax  could  come  from  this  sector. 

Except  for  customer  service  charges  and  fees,  taxation 
in  this  sector  is  usually  narrowly  constructed  because 
the  principal  service  in  these  industries  relates  to 
investment  rather  than  consumption  activities. 

MANUFACTURING 

Manufacturing  is  a  relatively  minor  component  in  any 
sales  tax  structure,  whether  broadly  or  narrowly 
defined.   As  Table  1  shows,  manufacturing  contributes 
between  2.6  and  5.4  percent  of  sales  tax  revenue  in 
those  selected  states. 

The  manufacturing  sector  includes  establishments 
involved  in  the  mechanical  or  chemical  transformation 
of  materials  or  substances  into  new  products.   The  new 
product  of  a  manufacturing  establishment  may  be 
"finished",  in  the  sense  that  it  is  ready  for 
utilization  or  consumption,  or  "semifinished",  ready  to 
become  a  raw  material  for  an  establishment  engaged  in 
further  manufacturing. 

It  is  the  sale  of  finished  products  that  would 
generally  be  subject  to  sales  tax  if  sold  by  the 
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manufacturer  directly  to  the  final  consumer.  Sales  to 
employees,  such  as  meals,  would  also  be  subject  to  the 
tax. 

Estimation  of  the  Tax  Base 

Estimates  for  manufacturing  were  derived  by  comparing 
the  level  of  manufacturing  activity  as  measured  by  the 
value  of  shipments  in  Montana  (1982  Census  of 
Manufacturing)  to  that  of  Idaho.   Using  this  measure  of 
comparison,  the  value  of  Montana's  manufacturing  sector 
is  about  68  percent  of  Idaho's. 

The  ratio  of  taxable  sales  in  manufacturing  to 
manufacturing  wages  and  salaries  in  Idaho  was 
calculated  for  the  years  1982  through  1986.   A  very 
stable  ratio  of  .28  for  the  period  was  found.   This 
means  that  in  the  manufacturing  sector  taxable  sales 
are  about  28  percent  of  wages  and  salaries. 

A  similar  ratio  of  taxable  sales  to  wages  and  salaries 
in  manufacturing  was  calculated  for  Montana  in  1982, 
assuming  that  taxable  sales  in  that  year  would  have 
been  approximately  68  percent  of  those  sales  in  Idaho. 
Using  this  ratio  (.41),  taxable  sales  in  Montana  were 
estimated  through  1986,  based  on  historical  wage  and 
salary  information.   Projections  through  1991  are  based 
on  the  estimated  level  of  wages  and  salaries  for  the 
sector  (Office  of  Legislative  Fiscal  Analyst). 

Potential  revenue  from  a  1  percent  sales  tax  on 
manufacturing  in  1990  is  shown  in  Table  11  in  the 
comparative  summary  section.   No  adjustment  factors 
were  developed  because  estimates  are  based  on  taxable 
sales  rather  than  gross  receipts.   Manufacturing  would 
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provide  approximately  $2.2  million  in  1990  and  $2.4 
million  in  1991  for  each  1  percent  of  tax. 

Limitations  of  the  Estimates 

The  estimates  of  revenue  potential  from  manufacturing 
are  sector  totals  rather  than  estimates  for  individual 
industries  within  the  sector.   The  method  used  to 
calculate  the  estimates  does  not  allow  for  different 
assumptions  about  what  may  or  may  not  be  taxable  in 
this  sector.   Because  manufacturing  is  a  minor 
component  in  any  sales  tax  structure,  a  relatively 
large  margin  of  error  can  be  tolerated. 

MINING 

Given  the  current  status  of  the  oil  and  gas  industry  in 
Montana,  the  revenue  potential  from  mining  is  limited. 
The  estimates  were  derived  from  a  comparison  with 
Wyoming,  which  taxes  most  mining  services,  the  most 
important  of  which  has  been  oil  and  gas  field  services. 
Declines  in  oil  and  gas  activity  over  the  past  several 
years  have  greatly  reduced  sales  tax  collections  in 
Wyoming.   In  fiscal  year  1982,  sales  tax  collections 
from  mining  amounted  to  $26.4  million,  or  11.6  percent 
of  the  total;  in  fiscal  year  1987,  they  amounted  to 
only  $9.1  million,  or  5.3  percent  of  the  total  (Wyoming 
Department  of  Administration,  1987).   So  while  this 
sector  could  provide  substantial  revenue,  its 
volatility  would  greatly  affect  revenue  stability. 

The  mining  sector  includes  all  establishments  primarily 
engaged  in  mining.   The  term  "mining"  is  used  in  the 
broad  sense  to  include  the  extraction  of  minerals 
occurring  naturally:   solids,  such  as  coal  and  ores; 
liquids,  such  as  crude  petroleum;  and  gases,  such  as 
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natural  gas.   The  terra  is  also  used  in  the  broad  sense 
to  include  quarrying,  well  operation,  milling 
(crushing,  screening,  washing,  flotation,  etc.)/  and 
other  preparation  customarily  done  at  the  mine  site  or 
as  a  part  of  mining  activity. 

Exploration  and  development  of  mineral  properties  are 
also  included  within  this  sector.   Services  performed 
on  a  contract,  fee,  or  similar  basis  in  the  development 
or  operation  of  mineral  properties  are  classified 
separately  but  within  this  division.   Establishments 
that  have  complete  responsibility  for  operating  mines, 
quarries,  or  oil  and  gas  wells  for  others  on  a 
contract,  fee,  or  similar  basis  are  classified 
according  to  the  product  mined  rather  than  as  mineral 
services. 

Mining  operations  are  classified  by  industry  on  the 
basis  of  the  principal  mineral  produced  or,  if  there  is 
no  production,  on  the  basis  of  the  principal  mineral 
for  which  exploration  or  development  work  is  in 
process. 

Estimation  of  the  Tax  Base 

Based  on  the  1982  Census  of  Mineral  Industries,  the 
level  of  mining  activity  in  Montana  ranged  between  20 
and  25  percent  of  that  in  Wyoming  in  a  number  of  areas: 
wages  and  salaries,  value  of  shipments  and  receipts, 
and  value  added  by  mining.   This  close  correspondence 
is  due  primarily  to  the  oil  and  gas  industry,  and 
accordingly  the  base  year  estimates  (1982  to  1986)  are 
tied  to  changes  in  drilling  activity  in  the  state. 
Projections  through  1991  are  based  on  the  expected 
increase  in  the  price  of  a  barrel  of  oil. 
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The  revenue  potential  for  mining  in  1990  is  shown  in 
Table  12  in  the  comparative  summary  section.   At  most, 
only  about  $1.1  million  for  each  1  percent  of  tax  would 
be  available  from  this  sector  in  1990  and  1991, 
respectively. 

The  estimates  are  conservative  in  that  there  may  be  a 
threshold  price  that  would  cause  drilling  activity  to 
increase  substantially,  resulting  in  a  much  larger 
revenue  potential.   The  estimates  in  Table  12  also 
include  revenue  potential  from  coal,  metal,  and 
nonferrous  raining.   Based  on  the  Wyoming  experience  of 
the  recent  past,  these  components  of  the  mining  sector 
account  for  slightly  more  than  50  percent  of  the  total, 
with  the  oil  and  gas  industry  making  up  the  remainder. 
However,  if  oil  and  gas  activity  picks  up,  this 
industry  could  provide  a  much  larger  share. 

Limitations  of  the  Estimates 

As  is  the  case  with  manufacturing,  estimates  for  mining 
are  sector  totals  rather  than  estimates  for  separate 
industries  within  the  sector.   The  estimates  are  based 
on  the  assumption  that  mining  services  (especially  oil 
and  gas  field  services)  are  the  principal  sources  of 
revenue.   The  estimates  also  assume  that  the  oil  and 
gas  industry  will  experience  virtually  no  growth 
through  1991.   If  exploratory  and  drilling  activity 
increases  dramatically,  these  estimates  would  require 
major  revisions. 

It  is  impossible  to  provide  any  reliable  estimate  of 
revenue  from  the  sale  of  tangible  personal  property 
(such  as  quarried  stone  or  gravel)  in  this  sector,  but 
it  can  be  reasonably  assumed  to  be  negligible. 
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AGRICULTURE  AND  GOVERNMENT 

These  two  sectors  are  described  concurrently  not 
because  of  any  economic  similarities,  but  because  they 
generally  contribute  insignificant  amounts  to  sales  tax 
revenue.   Of  the  five  states  shown  on  Table  1,  all 
showed  that  collections  from  agriculture  made  up  less 
than  1  percent  of  the  total,  while  only  Idaho  showed 
receipts  from  government  (primarily  local  government) 
in  excess  of  1  percent. 

Except  for  agricultural  services,  no  formal  estimates 
are  provided  for  these  two  sectors.   Their  exclusion 
does  not  suggest  that  measurable  revenue  could  not  be 
generated,  but  it  demonstrates  the  difficulty  in 
defining  and  quantifying  the  tax  base. 

Agriculture 

Sales  of  crop  and  livestock  production  would  normally 
be  exempt  as  raw  materials  for  other  industries  or  as 
export.   Sales  incidental  to  farm  production,  such  as 
roadside  fruit  and  vegetable  stands,  would  be  taxed  to 
the  extent  food  for  human  consumption  is  taxed. 

The  agricultural  services  industry  (SIC  07),  a  major 
group  within  the  agriculture  sector,  provides  services 
to  farm  production.   These  include  soil  preparation, 
crop  services  (planting,  cultivating,  and  harvesting), 
farm  labor  and  management  services,  veterinary 
services,  and  landscaping.   Most,  but  not  all,  of  these 
services  would  represent  production  costs  similar  in 
nature  to  manufacturing  production  costs.   A  few 
industries  included  in  this  group,  such  as  veterinary 
services  and  landscaping,  would  also  provide  services 
to  the  general  public. 
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The  latest  year  for  which  information  is  available  on 
agricultural  services  gross  receipts  is  1978  (Census  of 
Agricultural  Services) .   Based  on  data  from  that  year 
and  from  data  on  gross  receipts  in  New  Mexico  for 
fiscal  years  1986  and  1987,  it  seems  reasonable  that  a 
ratio  of  2  on  gross  receipts  to  v;ages  and  salaries 
would  be  appropriate  to  estimate  gross  receipts  from 
wages  and  salaries  in  Montana. 

In  1986  wages  and  salaries  in  agricultural  services  in 
Montana  amounted  to  $22  million.   Since  1981,  wages  and 
salaries  in  this  sector  have  been  growing  at  a  brisk 
pace  of  9.5  percent  per  year.   Applying  that  rate  to 
the  1986  figure  would  give  wages  and  salaries  of  $32 
million  by  1990.   A  ratio  of  2  on  gross  receipts  to 
wages  and  salaries  would  imply  sales  of  about  $64 
million  in  that  year.   Adjusting  for  deductions  {about 
43.6  percent  of  gross  receipts)  would  yield  about 
$280,000  per  1  percent  of  sales  tax  in  1990  and 
$309,000  in  1991.   The  estimate  for  agriculture  in  1990 
is  included  in  Table  12  in  the  comparative  summary 
section. 

Government 

Rules  applying  to  the  taxation  of  sales  by  state  and 
local  governments  vary  from  state  to  state,  but  there 
is  nothing  in  sales  tax  philosophy  that  would  require 
governments  to  collect  the  tax  on  a  governmental 
activity.   Commercial  activities,  such  as  state-owned 
liquor  stores  or  municipal  utilities,  would  ordinarily 
be  subject  to  the  tax  if  it  applies  generally  to  that 
activity.   The  estimates  in  the  preceding  sections 
ostensibly  cover  those  kinds  of  activities. 
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Of  the  five  states  compared  in  Table  1,  only  Idaho  and 
New  Mexico  specifically  report  sales  in  this  sector. 
The  bulk  of  collections  comes  from  local  governments. 
While  no  comparable  statistics  exist  for  Montana,  if 
Idaho  and  New  Mexico  are  any  indication,  the  amounts 
involved  would  be  small  relative  to  total  collections. 

DSE  TAXES 

Use  taxes  are  imposed  upon  goods  (and  services  to  a 
limited  extent  in  some  states)  purchased  out  of  state 
for  use  within  the  state.   The  purpose  of  the  use  tax 
is  twofold:   (1)  to  reduce  the  potential  loss  in 
revenue  resulting  from  out-of-state  purchases;  and  (2) 
to  afford  some  protection  to  local  businesses  that  may 
lose  customers  as  a  result  of  differential  tax  rates. 

No  specific  estimate  is  provided  here  on  what  the  use 
tax  could  generate  in  revenue,  but  it  could  amount  to 
as  much  as  4  to  8  percent  of  total  collections. 
Depending  on  the  reach  of  the  tax,  it  could  be  as  high 
as  12  percent,  as  it  is  in  Wyoming. 

COMPARATIVE  REVENUE  SUMMARY  BY  SECTOR 

This  section  presents  a  summary  of  potential  revenue 
according   to  some  general  provisions  regarding  the  tax 
base.   The  first  scenario  is  a  broad-based  sales  tax  on 
most  goods  and  services.   The  second  is  a  narrow-based 
tax  that  primarily  applies  to  goods,  with  some  major 
exemptions,  and  to  very  few  services.   The  third  shows 
the  revenue  potential  from  the  tax  system  proposed  by 
the  Senate  version  of  House  Bill  No.  377  (1987),  with 
some  important  variations.   This  information  is  shown 
in  Table  13. 
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Potential  Revenue  From  a  1  Percent  Sales  Tax 
Onder  Three  General  Provisions  of  the  Tax  Base 


(In  Thousands  of  Dollars) 


Broad 

%  of 

Narrow 

%  of 

HB 

%  of 

Based 

Total 

Based 

Total 

377 

Total 

Agriculture 

282 

0.3 

87 

0.2 

282 

0.4 

Mining 

1,097 

1.2 

75 

0.2 

1,097 

1.5 

Contract 

7,142 

7.6 

1,267 

2.5 

7,142 

9.6 

Construction 

Manufacturing 

2,200 

2.3 

2,200 

4.3 

2,200 

3.0 

TCPU 

6,755 

7.2 

541 

1.1 

6,755 

9.1 

Wholesale  Trade 

8,614 

9.1 

3,144 

6.2 

6,417 

8.6 

Retail  Trade 

50,517 

53.6 

38,419 

75.3 

39,986 

53.9 

Food  Stores 

10,956 

11.6 

4,429 

8.7 

4,429 

6.0 

FIRE 

2,116 

2.2 

355 

0.7 

689 

0.9 

Services 

15,595 

16.5 

4,908 

9.6 

9,613 

13.0 

Government 

NA 

NA 

NA 

NA 

NA 

NA 

Source:   Montana  Legislative  Council 

Note:   Percentage  detail  may  not  add  to  100  percent  due  to  rounding. 
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BROAD-BASED  TAX 

The  revenue  potential  from  a  broad-based  tax  is  simply 
a  recapitulation  of  the  broad-based  estimates  developed 
in  this  report.   The  estimates  essentially  represent  a 
gross  receipts  tax  on  the  sale  of  goods  and  services, 
with  a  few  exemptions  (e.g.,  food  stamp  purchases)  and 
deductions  (e.g.,  sales  for  resale). 

The  summary  excludes,  for  the  reason  noted  in  the 
financial  sector  (i.e.,  state  sales  taxes  do  not  apply 
to  insurance  premiums),  the  estimates  for  insurance 
premiums  but  includes  that  portion  from  hotels,  motels, 
and  lodging  already  covered  by  the  accommodations  tax. 
A  broad-based  sales  tax  of  this  kind  could  generate 
about  $94  million  per  year  for  each  1  percent  of  tax. 

NARROW-BASED  TAX 

The  narrow-based  tax  scenario  contains  many  more 
exemptions  from  the  sale  of  goods  and  services.   For 
the  most  part,  the  tax  base  includes  only  the  sale  of 
tangible  personal  property.   Food,  prescription  drugs, 
motor  fuel,  and  home  heating  fuel  are  all  exempt.   The 
amount  from  lodging  already  committed  to  tourism 
promotion  is  excluded. 

The  figures  for  mining,  construction,  TCPU,  and  FIRE 
were  derived  on  the  basis  of  their  relative 
contribution  to  total  taxable  sales  (excluding  use  tax) 
in  Idaho.   This  method  of  apportionment  is  particularly 
important  as  it  relates  to  construction.   In  Idaho, 
construction  contractors  generally  pay  the  sales  tax  on 
building  materials,  and  those  sales  are  recorded  in 
retail  or  wholesale  trade.   To  not  adjust  construction 
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estimates  in  this  fashion  would  result  in  double 
counting  the  tax  base.   The  estimate  for  agriculture  is 
derived  from  the  ratio  of  taxable  sales  to  gross  sales 
from  agricultural  services  in  Idaho  applied  to  the 
estimate  of  gross  receipts  ($64  million)  developed  in 
the  preceding  section  under  the  agriculture  sector. 

The  only  services  generally  taxed  in  this  scenario  are 
recreation  and  amusement  services.   In  the  first  year, 
the  narrow-based  tax  would  generate  about  $51  million 
for  each  1  percent  of  tax. 

HOUSE  BILL  NO.  377  (1987)  TAX  BASE 

House  Bill  No.  377  provided  for  broad  taxation  of  most 
goods  and  services.   As  a  tax  reform  measure,  its 
primary  purpose  was  to  allocate  most  of  the  revenue 
from  the  sales  tax  to  property  tax  relief.    This  part 
describes  what  could  be  raised  in  sales  tax  revenue  if 
legislation  similar  to  House  Bill  No.  377  were  to  be 
enacted  by  the  1989  Legislature.   The  Senate  version  of 
the  sales  tax  component  of  the  bill  is  in  the  appendix. 
The  version  of  House  Bill  No.  377  presented  in  the 
paragraphs  below  includes  public  utilities — a  major 
deviation  from  the  Senate  version. 

The  estimates  for  agriculture,  mining,  construction, 
manufacturing,  and  TCPU  are  the  same  under  House  Bill 
No.  377  as  they  are  under  the  broad-based  tax. 

Wholesale  trade  (derived  from  trends  in  New  Mexico)  is 
reduced  by  90  percent  of  the  estimate  for  machinery  and 
equipment.   The  90  percent  figure  was  chosen  somewhat 
arbitrarily,  but  it  shows  that  the  exemption  of 
machinery  and  equipment  does  not  mean  there  are  no 
taxable  sales  in  this  category. 
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Retail  trade  contains  exemptions  for  food,  prescription 
drugs,  and  gasoline,  but  not  for  home  heating  fuel.  It 
also  excludes  the  deduction  for  trade-in  value,  another 
variation  from  House  Bill  No.  377. 

The  estimates  for  FIRE  include  that  portion  available 
from  financial  institutions.   Real  estate  and 
stockbroker  commissions  are  generally  exempt. 

The  tax  base  for  services  is  basically  the  same  as  the 
broad-based  tax,  except  lodging  and  most  advertising 
and  health  services  are  exempt.   The  potential  revenue 
from  this  version  of  House  Bill  No.  377  (including 
utilities  and  home  heating  fuel)  would  initially  raise 
about  $74  million  for  each  1  percent  of  tax. 
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CONCLUSION 

The  scope  of  this  report  is  strictly  limited  to  the 
developmeht  of  a  sales  tax  data  base.   The  extent  to 
which  this  information  can  be  manipulated  depends  on 
the  level  of  sectoral  detail  and  assumptions  about  the 
taxable  status  of  the  goods  and  services.   The  data 
base  for  retail  trade  and  services,  for  example,  can 
accommodate  a  fairly  wide  range  of  assumptions  about 
taxable  transactions;  those  for  mining  and 
manufacturing  cannot.   The  report  describes  in 
considerable  detail  the  limitations  associated  with 
using  these  estimates. 

One  limitation  common  to  most  of  the  estimates  is  that 
they  began  from  outdated  information  (1982)  and  were 
pieced  together  from  circumstantial  evidence  from  other 
states.   As  a  result,  the  estimates  may  be  driven  as 
much  by  the  economic  situation  and  tax  codes  of  the 
comparison  states  as  by  the  peculiar  circumstances  in 
Montana.   Be  that  as  it  may,  these  estimates  represent 
a  reasonable  basis  from  which  to  make  revenue 
projections  of  a  sales  tax. 

The  reliability  of  the  data  base  will  decrease, 
however,  the  further  one  strays  from  the  assumptions 
used  to  derive  them.   For  example,  the  revenue  impact 
of  including  or  excluding  food  can  be  approximated,  but 
estimating  the  "cost"  of  exempting  such  things  as  truck 
tires,  text  books,  or  nonprescription  drugs  cannot  so 
easily  be  done.   This  should  not  be  of  particular 
concern  unless  the  intent  is  to  exempt  more  things  than 
are  included  in  the  tax  base. 
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The  applicability  of  the  estimates  will  depend  on  the 
effective  date  of  the  imposition  of  the  tax.   Two 
considerations  are  involved  here.   The  first  one  is 
that  an  adjustment  to  the  revenue  estimates  from 
calendar  year  to  fiscal  year,  regardless  of  when  the 
tax  would  go  into  effect,  should  be  made.   However, 
this  adjustment  will  be  different  if  the  tax  is  imposed 
in  the  middle  of  a  fiscal  year  as  opposed  to  the 
beginning  of  a  fiscal  year.   In  either  instance, 
seasonal  variations  in  consumption  patterns  should  be 
accounted  for. 

The  second  consideration,  more  important  than  the 
first,  is  that  collections,  regardless  of  the  extent  of 
the  tax,  will  fall  short  of  100  percent  of  the  revenue 
projections  presented  in  this  report.   This  is  because 
some  time  will  be  required  for  the  public  as  well  as 
the  administrating  agency  (Department  of  Revenue)  to 
adjust  to  the  new  tax.   The  policy  implication  is  that 
various  goals  (whatever  they  might  be)  of  revenue 
allocation  cannot  be  fully  realized  in  the  first  year 
and  probably  not  in  the  second  year  of  the  tax. 

Common  understanding  is  that  a  sales  tax  is  a  tax  on 
household  consumption.   But  sales  taxes  cover  a  wide 
variety  of  transactions,  not  only  between  consumers  and 
"retailers"  but  between  businesses  as  well.   Depending 
on  the  structure  of  the  tax,  the  initial  incidence  on 
business  can  be  substantial.   The  problem  is  to 
determine  the  extent  to  which  the  tax  is  shifted  and  in 
which  direction. 

Some  argue  that  a  sales  tax  on  business  is 
automatically  shifted  forward  to  the  consumer.   If  the 
sales  tax  were  truly  a  single-stage  tax  in  the 
distribution  process,  this  might  well  be  true.    In 
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fact,  the  tax  may  also  be  imposed  on  factors  of 
production  and  at  several  other  stages.   It  is  here 
that  the  issue  of  tax  shifting  becomes  murky  and 
difficult  to  measure,  and  market  structure  can  further 
compound  the  problem. 

This  report  does  not  attempt  to  address  this  or  other 
equally  important  issues:   Is  the  sales  tax  really 
regressive,  as  opponents  claim,  or  is  it  at  worst 
proportional,  as  some  proponents  assert?   Is  current 
year  income  the  sole  criterion  by  which  to  assess  the 
impact  of  the  tax,  or  is  some  other  concept  of  income 
better?   Is  the  most  efficient  way  to  alleviate  the 
perceived  burden  of  the  sales  tax  through  exemption  or 
tax  credit?  How  can  the  tax  structure  be  designed  to 
minimize  pyramiding  and  ensure  revenue  stability?  What 
legal  issues  are  involved?  How  should  the  revenue  be 
spent? 

If  the  1989  Legislature  seriously  considers  a  sales 
tax,  it  will  have  to  grapple  with  these  issues  and 
more. 

It  is  the  primary  purpose  of  this  report  to  provide  a 
foundation  (relative  to  potential  revenue)  upon  which 
debate  can  securely  be  based. 
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APPENDIX 

The  appendix  contains  the  Senate  version  of  House  Bill 
No.  377  (1987).   It  includes  only  that  portion  which 
deals  with  the  sales  and  use  tax  provisions  of  the  bill 
(Sections  1  through  42). 
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